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When I Find Myself In Times of Trouble

These are trying times for rational human beings. Although we can’t imagine the irrational ones are
having much fun either. The U.S. remains focused on impeachment (the pessimists) and elections
(the optimists), the U.K. on Brexit (pessimists and optimists) and the rest of the world on everything
the U.S. and U.K. are ignoring, including global warming and, of course, the much hyped sequel to
Frozen (ingeniously titled Frozen 2).

And In My Hour of Darkness

In the murky world of private finance, WeWork became the latest victim of “unicorn overoptimitis”.
Very smart people couldn’t get enough of WeWork - until they couldn’t give it away. At $8 billion, the
latest valuation for the money-losing leaser of hipster office space is a fraction of its peak $47 billion,
but still eye watering. In public markets, equities reached new highs while yields on a significant
portion of the bond universe remained negative, or if positive, just barely so. The ECB and the Fed
lowered rates again. One wonders what Paul Volcker, the man who tamed U.S. inflation in the
1980’s, would say about today’s monetary policy, or the shared office space concept for that matter.
Rest in peace Paul.

Just One Look

With the end of the year fast approaching, a recap of this year’s market moves is in order. In Canada,
the BOC remained on hold and Government 10-year yields fell 33bps. In the U.S. the Fed lowered
rates 75bps, in a series of what were dubbed “pre-emptive moves” and U.S. 10-year Treasury yields
fell 81bps. Spreads on investment grade and high yield bonds in both markets tightened, more in the
U.S. than in Canada.
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Year to Date Changes in Fixed Income Markets

Description Canada u.S.
YTD Change in Overnight Rates Obps -75bps
Current Overnight Rate 1.75% 1.75%
YTD Change in 10 Year Yields -33bps -81bps
Current 10 Year Yield 1.64% 1.87%
YTD Change in IG Credit Spreads -30bps -48bps
Current IG Credit Spread 119bps 111bps
YTD Change in BBB Credit Spreads -35bps -58bps
Current BBB Credit Spread 156bps 144bps
YTD Change in HY Credit Spreads -85bps -131bps
Current HY Credit Spread 353bps 402bps

“Here Comes Lucky...”

As the table on the following page shows, falling yields and tightening credit spreads propelled the
U.S. BBB Corporate Market to top of class performance of 15.4% YTD. U.S. High Yield came in a close
second at 14.8%. The lowest rated CCC and distressed segments recorded returns of 5.0% and -9.2%,
respectively, reflecting concerns about the default and recovery risks in the lowest rated segments of

the credit market.

BBB Canadian Corporates recorded a 9.4% return YTD versus 7.9% for the overall Canadian
corporate market. The stronger performance of BBB corporates in both Canada and the U.S. comes
despite significant press coverage warning of the dangers of excessive corporate leverage and the
dire consequences BBB corporate debt downgrades could have on the lower rated segments of the

credit markets.
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Total Return YTD (%) in Local Currency
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And When The Night Is Cloudy

So, after an extraordinarily strong year for the fixed income markets with credit products generating
equity like returns, where do we go from here? You’d be forgiven for answering a question with
another question: Just where is “here” exactly?

As the table below shows, “here” has the economic situation in Canada and the U.S. in much better
shape than the European Union and the United Kingdom. Inflation is substantially higher in North

America.

Indicator Canada United States Engi':)e: n K?nnglfl‘:)i'l
GDP YoY 1.3% 2.1% 1.1% 1.0%
CPI'YoY 1.9% 1.8% 0.7% 1.5%
Core CPIYoY 2.2% 2.3% 1.1% 1.7%
Unemployment Rate 5.9% 3.5% 7.5% 3.8%

Source: Bloomberg
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Following three 25bps rate reductions by the Federal Reserve, overnight interest rates in Canada and
U.S. are equivalent at 1.75%.

Year to Date Changes in Fixed Income Markets (%)
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10-year yields have moved off the recent lows and are currently 1.64% and 1.87% in Canada and the
U.S. respectively.

Canadian and U.S. 10-Year Rates (%)
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Both investment grade and high yield credit markets reflect continued optimism about economic
expansion and corporate cash flows.

Canada & U.S. Investment Grade Corporate Index Spread
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U.S. HighYield Index Spread
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So “here” finds the interest rates market still predicting recession while the credit markets suggest
allis well with the economic future in Canada and the U.S.

When The Broken-Hearted People Living In The World Agree

The general consensus heading into 2020 is interest rates will stay low for longer and corporate
credit will continue to do well. When consensus calls for a continuation of what not long ago would
have been unthinkable - pause and give your head a shake. The risks in today’s fixed income
markets are significant. Those seeking returns by buying longer duration assets or lower quality
credit take the risk that the fixed income party, which has been going on for an extended period,
comes to an abrupt halt. Buying expensive assets hoping they become more expensive is not an
investment strategy. Resist the temptation as a market selloff could come in many forms.

Stay Off The Moors

We expect the Bank of Canada and the Federal Reserve to leave overnight rates at the current 1.75%
level. However, a selloff in non-administered interest rates precipitated by an increase in inflation
above current expectations is a substantial risk. While the Fed, the BOC and the world’s other central
banks control administered rates, ultimately the market determines the level of longer-term interest
rates. As the chart below shows in 2013 and 2014, years which the Fed kept the overnight rate at a
constant 0.25%, 10-year U.S. Treasury yields climbed and then fell 127bps and 86bps, respectively.

Year over Year Change in U.S. Interest Rates (bps)
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The lesson is a lack of central bank activity is no guarantee of static longer-term rates. The U.S. trade
dispute with China, the massive current and future deficit financed by U.S. central government
spend and the three rate cuts by the Fed are all inflationary in and of their own right. Combined,
these three could drive substantially higher inflation. If inflation rises and stays consistently in the
mid 2’s or closer to 3%, we do not believe the 10-year U.S. Treasury yield will be anywhere close to its
current 1.87%. As quickly as rates fell 81bps year to date, they could easily revert.

U.S. Government Deficits Actual and Projected
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The latest CBO projections shown above forecast $1 trillion plus deficits for the estimable future. By
2029, at the current pace of borrowing, debt held by the public will increase to $29.3 trillion, or 95.1%
of U.S. GDP, from $15.8 trillion, or 77.8% of GDP at the end of 2018. The dramatic increase in U.S.
government debt is overwhelming repo markets, forcing the Fed to intervene to provide cash to fund
the deficits. At some point, the markets will recognize the dramatic deterioration in the credit quality
of the U.S. government and demand higher rates of interest to own U.S. Treasuries. We expect the
rating agencies to adjust U.S. credit ratings lower as well. A combination of higher inflation,
overwhelming U.S. Treasury supply and credit rating adjustments could drive substantially higher
U.S. market determined interest rates.
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The Four Horsemen of the Apocalypse

In the Book of Revelations, the coming of the Four Horsemen signals the coming end of The Last
Judgement. In credit markets, we feel no market is more worthy of a little divine retribution than the
Leveraged Loan market. Canso invests in Leveraged Loans, but we are not fans of the market at
present, excepting a few special situations. In past Newsletters we’ve articulated concerns with the
Leveraged Loan Market. Let’s digin again, a little deeper this time.

Conquest

The chart below shows the growth in the Leveraged Loan market from $497 billion in 2010, or
one-half of the size of the U.S. high yield market, to $1,259 billion today. The rapid growth of the
Leveraged Loan market comes at the expense of the high yield market which is $174 billion smaller
than in March 2016.

U.S. High Yield and Leveraged Loan Market
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The extraordinary growth in the Leveraged Loan market has not only been a boon to Wall
Street, it has been driven by Wall Street. Wall Street banks earn substantial fee income through the

arrangement, distribution and trading of loans and collateralized loan obligations (CLO’s). CLO’s
comprise the largest investor class in Leveraged Loans. In addition to a steady income stream from
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capital markets activities, the evolution of the loan ecosystem has altered the risk profile of banks as

direct lending to lesser quality credits has migrated to indirect exposure through the purchase of

higher rated tranches of CLO’s. More fees, less risk is not bad business if you can get it!

In the tables below, we estimate revenue generated by Wall Street banks from Leveraged Loan and

CLO related activities.

Leveraged Loans

.. Fee/Rate Gross Net
Description Amount ($) (bps) Fee Revenue ($) Revenue ($)
Underwriting Fees Earned On: 353,600,000,000

Of which Committed

Underveritten 141,440,000,000 2.250% 3,182,400,0000  3,182,400,000

Of which Bridge to

Underwritten 70,720,000,000 3.000% 2,121,600,000 2,121,600,000

Of which Best Efforts 141,440,000,000 1.250% 1,768,000,000  1,768,000,000
Balance Sheet Loans Held 31,475,000,000 L+596 |7.870% 2,477,082,500 601,172,500
Trading Income 125,900,000,000 0.125% 157,375,000 157,375,000
Total Leveraged Loan
Related Fees 9,706,457,500 7,830,547,500

Collateralized Loan Obligations

.. Fee/Rate Gross Net
Description Amount ($) (bps) Fee Revenue ($) Revenue ($)
Warehouse Facilities 20,000,000,000|L+130bps| 3.21% 642,000,000 260,000,000
CLO Structuring &

Distribution Fees 277,600,000,000] 0.30% 832,800,000 832,800,000
Investment Income from

Securities Held 82,000,000,000|L+150bps| 3.41% 2,796,200,0000  1,230,000,000
Trading Income 41,000,000,000 0.125% 51,250,000 51,250,000
Total CLO Related Fees 4,322,250,000 2,322,800,000
Description Amount ($)

Total Leveraged Loan and CLO Gross Fees 14,028,707,500

Total Leveraged Loan and CLO Net Fees 10,153,347,500

< an //

Source: Canso estimates
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.
Assumptions
For Leveraged Loans we assumed the following:
$347 billion in new loan originations (excludes repricings) of which:
40% Committed Underwritten. Certainty of funds for borrower.
20% Committed Bridge associated with merger activity.
40% Best Efforts.
2.5% of loans held on balance sheet earning market rates.
Trading activity equates to 10% of market.
For CLO’s we assumed the following:
$20 billion in Warehouse facilities (CLO formation stage)
$277.6 billion in new CLO creation.
Investment income derived on $82 billion in AAA and AA CLO tranches.
Trading activity equates to 5% of market

In all, we estimate gross annual income derived from fees and income generated by Leveraged Loans
and CLO’s at $14.0 billion. Assuming banks finance a portion of these activities at Libor yields net
fees of $10.2 billion.

The current configuration of the market has dramatically shifted Wall Street banks’ exposure to
Leveraged Loans. Not too long ago, banks would finance a company and syndicate out a portion of
the loan to institutional investors. The shift from syndication with a meaningful risk retention
element to syndication with only modest retention has had a significant impact on the loan market.

As Wall Street’s direct exposure to Leveraged Loans decreased, the incentive to maintain stricter
lending standards or to push for more advantageous pricing also decreased. Translated, “if I'm not
lending a company money, why sweat the details”. That 87% of Leveraged Loans issued today are
“covenant lite”, or issued without maintenance covenants, versus only 6.5% in 2009, illustrates this
point. In addition, pro-forma EBITDA manipulations, higher tolerated 15t lien leverage and asset sale
carve-outs are further examples of weakening of lender protections to the benefit of Leveraged Loan
issuers.

War

CLO’s comprise the largest buyers of Leveraged Loans. A CLO is a structured vehicle designed to
invest in a portfolio of loans. The life cycle of a CLO approximates 10 years and includes a Warehouse
Period of up to 12 months, Ramp-Up Period of up to 6 months, Reinvestment Period of 4-5 years and
Amortization Period of 4-5 years. A typical CLO actively invests in Leveraged Loans for up to
6.5 years as a closed pool of capital.

December 2019
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CLO’s are funded by issuing tranches of debt from AAA, AA, A, BBB, BB and equity. Capital is
distributed to investors by an agent bank and funds raised are used to repay the bank providing the
Warehouse Facility and to purchase additional loans during the Ramp-Up Period.

Concentration of CLO debt investors is illustrated in the table below.

Investor Amount

U.S. Insurer Exposure (excluding below) $98,662,797,536
Norinchukin Bank $73,000,000,000
Wells Fargo $34,620,000,000
JP Morgan $20,453,000,000
Citibank $18,073,000,000
Japan Post Bank Co. $14,000,000,000
Prudential Financial $6,900,000,000
MassMutual $6,600,000,000
Global Atlantic $5,500,000,000
MetLife $4,500,000,000
Stifel Financial Corporation $4,110,600,000

Source: S&P Global Market Intelligence, National Association of Insurance Commissioners

The majority of Wall Street’s risk is taken in higher rated AAA and AA rated tranches of CLO debt. Risk
of loss is apportioned according to a waterfall. Any losses incurred by the CLO are first attributed to
the equity and to each successive tranche of debt.
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The chart below highlights net new issuance of Leveraged Loans and CLO’s.

Leveraged Loan and CLO Net New Issuance
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In 2017 and 2018, CLO creation significantly outpaced net Leveraged Loan issuance. As a
consequence, CLO purchasing capacity, which includes capital from new CLO formation and
proceeds from loan paydowns within existing CLO’s, has exceeded new issue supply as well as
redemptions from retail loan funds. CLO’s have backstopped the Leveraged Loan market and CLO’s
have in turn been backstopped by Japanese and Wall Street banks.

Famine

Banks win, borrowers win, Porsche dealers win, and no one gets hurt. What’s the problem? The
problem, as history informs us, is any market reliant on cheap capital which consistently underprices
risk eventually faces a reckoning. Similar to the CDO/Mortgage Markets Pre-Credit Crisis we believe
Leveraged Loan participants are mis-pricing credit risk and overstating liquidity.

Retail buyers of Leveraged Loan mutual funds are being sold a good and persuasive story: “floating
rate assets with no interest rate risk, senior security and 5-6% yields”. It sounds terrific, manna from
investment heaven, but like most investment stories, it is too good to be true. The deterioration in
the credit quality of the underlying issuers and collateral forms the biggest risk to the market and
ultimate recovery. Looser lending standards will drive recovery rates substantially lower than in
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previous corrections.

We are skeptical of any manager’s ability to stay on top of the 150-250 names in a CLO portfolio and
believe the majority of managers rely on diversity of names rather than credit acumen when making
portfolio decisions. Translated, if a new loan ticks a box, it’s in the portfolio, pricing and protections
be damned.

The Leveraged Loan market exists and depends itself on the leverage imbedded in CLO’s. A
reduction or cessation of CLO growth will have an immediate impact on the loan market as they
have been the primary market participants. Also hit will be the profitability of Wall Street banks as
both underwriting fees and interest income from securities held will fall.

Death

The last several years have been a great time to be a borrower, Leveraged Loan portfolio manager
and underwriter. It is very definitely not a great time to be an investor. We think the bubble in the
Leveraged Loan market will burst and investors will pay the price. There will be only sellers with few
buyers, so prices will plummet.

What is it that brings this wonderful Leveraged Loan party to an end? We suggest several
possibilities, any one of which could significantly alter the economics of the market or alter investor
confidence:

. Regulatory Changes. Recently each of the Bank of England, Bank of Japan,
European Central Bank and Federal Reserve launched a review of the risks in the
Leveraged Loan markets. A change in regulation impacting banks’ ability to hold CLO
debt securities could impact the viability of the entire market.

. Increase in Default Rates. Default rates near 2.6% are still well below the
long-term average of 3.1%. A significant increase in default rates coupled with
reduced recoveries on restructure or liquidation will roil the market.

. Failed Transaction. The failure of a large Bridge to Underwritten deal
leaving a bank or group of banks with outsized loan exposure.

o Rating Methodology Change. Any change requiring more subordination in the capital
structure.

o Market Skittishness. The market is susceptible to significant price
volatility, and liquidity freezes (caused by concentration of funding) which could cause
lending to new CLO’s to dry up which in turn would cause the new issue market to
freeze up.
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In 2008, the U.S. High Yield Index returned -26% and Leveraged Loans were down approximately
30%. We are gearing up our Leveraged Loan analysis in anticipation of the inevitable market
disruption and forced liquidation which will bring great values to those willing to step in.

There’s Your Trouble

We caution investors should be “compensated for risk assumed” and we see risk in the
non-investment grade markets. If a calamity is in the making, the U.S. high yield market seems
blissfully unaware. As the U.S. High Yield Index Spread graph shows, high yield spreads are 131bps
tighter this year. Part of this compression in spreads may be due to technical factors caused by a
reduction in the size of the high yield market.

Look Out Below

Much attention has been paid to the increased leverage and corresponding erosion of credit quality
of corporate America. Evidence presented includes the growth in the BBB segment of the credit
market. At November 30, in Canada, BBB’s comprise 41.1% of the CAD investment grade corporate
bond market. The BBB percentage of the U.S. investment grade corporate market is 50.1%.

No Where To Run, No Where To Hide

The table below combines the ICE BofAML CAD and U.S. Investment Grade and High Yield indexes.

CAD uUsD
Sum of Face Sum of Face Sum of Face Sum of Face
Value ($) Value (%) Value ($) Value (%)

Investment Grade 336,278 97.9% 6,671,151 84.7%
AAA 3,451 1.0% 97,507 1.2%
AA 62,035 18.1% 560,983 7.1%
A 132,654 38.6% 2,669,874 33.9%
BBB 138,139 40.2% 3,342,788 42.4%
BBB1 82,720 24.1% 1,358,890 17.3%
BBB2 34,422 10.0% 1,087,338 13.8%
BBB3 20,997 6.1% 896,560 11.4%
High Yield 7,238 2.1% 1,206,586 15.3%
BB 6,023 1.8% 571,075 7.3%
B 1,102 0.3% 462,011 5.9%
CCC 113 0.0% 173,499 2.2%

Grand Total 343,516 100.0% 7,877,737 100.0%

Source: ICE BofAML Indexes
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Generalizations about the growth of the BBB market and the threat downgrades pose to lower rated
segments need to take into account subcategories within the BBB segment. The generalizations
presume corporates rated BBB+ are as likely to be downgraded to non-investment grade as those
rated BBB- which is not the case.

Importantly, while the BBB segment now comprises 42.4% of the overall U.S. credit market versus
36.7% in 2015, the BBB- category measures 11.4%, virtually unchanged versus 2015. The U.S. BBB
rated category is 5.9X larger than the BB segment of the high yield market. More relevant in our view,
the BBB- category is only 1.6X larger than the BB category. In our opinion the BBB overhang is not as
ominous a threat to the high yield market as the headlines would suggest.

In Canada the BBB portion of the ICE BofAML U.S. Investment Grade Index has grown from 5.1% of
the overall corporate market in 1996 to 40.2% today.

What separates Canada from the U.S. bond market is the absence of a well-developed high yield
market. The Canadian BBB segment is a 23X multiple of the entire high yield market and the
BBB- category 3.5X the BB portion of the CAD high yield index. In Canada the downgrade of a large
BBB credit could have a significant impact on the CAD high yield market.

Hang On, Help Is On Its Way

Actual experience shows downgrades of BBB rated corporates to high yield, so called crossover
downgrades, may or may not be disruptive. The impact likely depends on a variety of factors
including, the point in the credit cycle downgrades occur, the nature of the individual credits
downgraded and supply and demand imbalances within the high yield market at the point of
downgrade.
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U.S. High Yield Index Spread vs. Fallen Angels

2000 $100

1800 Freeport $14bn 590
Petrobras $34bn Vale $11bn
GazProm $13bn /

1600 Worldcom $80

§25bn \
1400 Ford Motor $45bn 570
1200 \ / $60

1000

Average =562bps
800

600

400

it | Ih

0 Iullllll |I||| II lII lI I |I |II||| I 1

\90?’ r&cP f\S’Q\, q,B@ q,Q@) r&d" '\9@ q/@“’ @6\ F & P PP

I N S SIS S RS RS
Spread vs Govts -

I Fallen Angels

Source: ICE BofAML Indexes

The chart above shows the U.S. High Yield Index Spread versus volumes of Fallen Angel downgrades
or investment grade companies downgraded to non-investment grade. Since 1999, Fallen Angels are
created at an average $15.7 billion every quarter. Large crossover downgrades in the past do not
always coincide with widening credit spreads.

How Do You Do What You Do to Me

We are continually discussing potential opportunities, both primary and secondary, in specific
credits and markets. With a large investment team, we can quickly mobilize resources to analyze any
situation. Opportunities exist in all markets.

We are in ‘monitoring mode’, watching many issuers across a variety of markets including in the
Leveraged Loan market. If prices fall significantly, we expect to take on additional exposure at wider
spreads.

Speaking Words of Wisdom

Conventional wisdom suggests the financial markets operate efficiently. Prices of stocks and bonds
are where they are because that is exactly where they should be. Canso exists because we believe
the financial markets, and specifically the credit markets, are inherently inefficient and securities are
frequently mispriced.
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Through independent analysis and active management, Canso exploits market inefficiencies on
behalf of our clients. The complexion and composition of our portfolios can change quickly as
inefficiencies manifest in the marketplace. Canso’s mission to “buy cheap stuff” is ongoing. Though
the markets can play chicken for extended periods, over the long term they always blink.

It is a challenging time for investors. Choices made today will have a lasting impact on their financial
wellbeing. Canso invests for the long term and we expect to outperform markets over the credit
cycle. That said, we do not expect to outperform in each and every reporting period. We take risk
only when our investors are compensated for doing so.

Buying expensive duration or expensive credit in hopes it becomes more expensive is gambling, not
investing. There are lots of casinos in Canada for investors to gamble in, but the market shouldn’t be
one of them. If the rates markets, or the credit markets, or both reprice, we expect there to be some
extraordinary opportunities in investment grade, high yield and Leveraged Loan markets. It is
difficult to predict when these repricing events will occur. We are confident markets remain cyclical.
At some point securities which are expensive today will become less so, possibly much less so, and
Canso will be ready.

LetitBe

From your friends at Canso, best wishes for a happy, healthy and safe Holiday Season and New Year.
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Patrick McCalmont Tim Hicks
Portfolio Manager Portfolio Manager
pmccalmont@cansofunds.com thicks@cansofunds.com
(905) 881-8853 (905) 881-8853
Richard Usher-Jones Brian Carney
Portfolio Manager Portfolio Manager
rusherjones@cansofunds.com bcarney@cansofunds.com
(905) 881-8853 (905) 881-8853

As always, we appreciate your interest in and support of Canso.

Sign up to LinkedIn and Twitter to stay on top of Canso’s latest market comments.

infk
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Any unauthorized use or disclosure is prohibited. Nothing herein should in any way be deemed to alter the legal rights and obligations contained in
agreements between any ICE Data Services entity ("ICE") and their clients relating to any of the Indices or products or services described herein. The
information provided by ICE and contained herein is subject to change without notice and does not constitute any form of representation or undertaking. ICE
and its affiliates make no warranties whatsoever either express or implied as to merchantability fitness for a particular purpose or any other matter in
connection with the information provided. Without limiting the foregoing ICE and its affiliates makes no representation or warranty that any information
provided hereunder are complete or free from errors omissions or defects. All information provided by ICE is owned by or licensed to ICE. ICE retains exclusive
ownership of the ICE Indices including the ICE BofAML Indexes and the analytics used to create this analysis ICE may in its absolute discretion and without
prior notice revise or terminate the ICE information Indices and analytics at any time.

Neither the analysis nor the information contained therein constitutes investment advice or an offer or an invitation to make an offer to buy or sell any
securities or any options futures or other derivatives related to such securities. The information and calculations contained in this analysis have been
obtained from a variety of sources including those other than ICE and ICE does not guarantee their accuracy. Prior to relying on any ICE information and/or the
execution of a security trade based upon such ICE information you are advised to consult with your broker or other financial representative to verify
pricing information. There is no assurance that hypothetical results will be equal to actual performance under any market conditions. THE ICE INFORMATION
IS PROVIDED TO THE USERS "AS IS." NEITHER ICE NOR ITS AFFILIATES NOR ANY THIRD PARTY DATA PROVIDER WILL BE LIABLE TO ANY USER OR ANYONE ELSE
FOR ANY INTERRUPTION INACCURACY ERROR OR OMISSION REGARDLESS OF CAUSE IN THE ICE INFORMATION OR FOR ANY DAMAGES RESULTING
THEREFROM. In no event shall ICE or any of its affiliates employees officers directors or agents of any such persons have any liability to any person or entity
relating to or arising out of this information analysis or the indices contained herein.

This publication is for information purposes only and is not intended as an offer or solicitation to invest. Past performance is not indicative of future results.
This publication is based upon sources of information believed to be reliable but no warranty or representation, expressed or implied, is given as to its
accuracy or completeness. All opinions and estimates contained in the commentary constitute Canso’s judgment as of the date of this report, are subject to
change without notice and are provided in good faith but without legal responsibility.
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